Abstract -
INTRODUCTION
T he Federal government experimented with a number of transfer taxes before enacting the estate tax in 1916. The tax was enacted at a time of looming budget deficits in an environment of heightened concerns over the risks posed to a democracy by large concentrations of wealth as well as the inconsistencies of large inheritances with the ideals of equal opportunity in a democracy. It evolved over time into the current Unified Transfer Tax, which consists of the estate and gift taxes, each complemented with the generations skipping transfer tax (GSTT). The estate and gift tax represents the only wealth tax levied by the Federal government.
Estate and gift tax receipts stood at about $28 billion in fiscal year 1999. About 83 percent were paid primarily by the estates of decedents in 1998, and the remaining 17 percent reflect gift taxes paid on transfers made in 1998 as well. Revenues from this source grew at a rapid rate, particularly in the late 1990s, and almost paralleled the growth in the income tax paid by the rich. This is illustrated in Figure 1 , which contrasts trends in estate and gift tax liabilities for calendar years 1992 through 1997 1 to the income tax liabilities of individuals with Adjusted Gross Income (AGI) over $100,000, as well as to those with AGI in excess of $1 million.
The Federal taxation of wealth transfers has been the target of a number of tax reforms over the past quarter of a century. During this period, estate and gift taxes were integrated, and the GSTT was introduced. A number of other changes were introduced relating to the tax rate schedules, exemptions, treatment of spousal bequests, and business preferences. In addition to the integration of the estate and gift taxes, the most dramatic of these changes are the introduction of the unlimited marital deduction and the reduction in the maximum tax rates.
The changes reflect a number of objectives. These include harmonization of estate and gift taxes, reductions in tax burdens, easing liquidity constraints, and simplifying compliance and tax administration. As a result of these changes, many taxpayers were eliminated from the tax rolls, the tax burden on married individuals eliminated or deferred, and the yield to the fisc reduced considerably. An unintended effect of tax reforms is that many of the changes have intensified the need for tax planning and added to the complexity of the tax code.
In this paper, I trace developments in the tax code over the years 1976 through 1998. More specifically, I review the changes in the tax base, deductions and exemptions, and tax rate schedules. I analyze how current taxpayers are likely to have fared under the various tax regimes, and discuss the behavioral responses to tax reform and consequences for compliance.
THE EVOLUTION OF THE TAX
The tax evolved over time as the asset mix it applied to was altered, the rate schedule scaled down, and preferential treatments were introduced. Some assets were excluded from taxation while others were added to the tax base. The tax on spousal transfers was eliminated, while the tax burden on businesses drastically reduced through special valuations and deferral of tax liability.
The Tax Base
The estate tax extends to the value of real estate, cash, stocks, bonds, businesses, pensions, and proceeds from life insurance policies owned by the decedent. Together, these assets form the gross estate. This is reduced by a number of deductions and exclusions in deriving the taxable estate. Cumulative taxable lifetime gifts are added back to the taxable estate in computing the estate tax, with a credit provided for previously paid gift taxes.
Lifetime Gifts
The gift tax was enacted in an attempt to pre-empt estate and income tax avoidance. Through 1976, the gift tax, with its own rate schedule and exemptions, functioned independently from the estate tax. The Tax Reform Act of 1976 (TRA76) integrated the gift and estate taxes and required the addition to the taxable estate of all gifts made during life in computing the estate tax, with a credit provided for previously paid gift taxes.
The gift tax applies to lifetime transfers of assets just as transfers at death are taxed under the estate tax. Cumulative lifetime taxable gifts are added to the current year's taxable gifts in computing the gift tax, with a credit provided for previously paid gift taxes. One major distinction between the estate tax and the gift tax is that the latter applies on a tax exclusive basis. In other words, the gift tax is based on the amount received by the donee and not the total amount, including tax, transferred by the donor. 2 For an illustration, assume a parent wishing to make a total transfer of $100 faces a gift or estate tax rate of 50 percent. Under the estate tax, the estate pays a tax of $50, and the heirs receive $50. Under the gift tax, the tax is $33.33 and the beneficiaries receive $66.67, for a savings of $16.33. The tax advantages of making gifts, however, are in part offset by the income tax treatment of capital gains. Assets are accorded a step-up in basis in the case of bequests, and a partial basis carry-over in the case of gifts; the basis of the donee in the case of a gift is the donor's basis increased by the gift tax multiplied by the share of appreciation in the property transferred (entire gift tax under pre-TRA76 law)-Section 1015(d)(6). See Joulfaian (2000) for an expanded discussion.
Generation Skipping Transfers
Concerned over tax avoidance schemes employing generation skipping trusts, Congress enacted the Generation Skipping Transfer Tax (GSTT) as part of TRA76. Consequently, when transfers skip a generation, as in the case of a grandchild, the underlying assets become subject to the GSTT, in addition to the estate and gift tax. Beginning with the Tax Reform Act of 1986 (TRA86), the GSTT applies regardless of whether the transfer is made directly to a grandchild or through a trust, as provided for in TRA76.
Valuation of Business Assets
The tax code provides an alternative valuation method for real property used on farms or in businesses.
3 Under this special use valuation method, the value of an asset is based on its value as an ongoing business when that is less than its market value; assets may be valued based on capitalized income or the values of properties employed in similar enterprises. The excess of the market value over the special use value is excluded from the gross estate. This exclusion was first introduced in 1976, and limited to a maximum of $500,000. The maximum exclusion was increased to $750,000 by the Economic Recovery Act of 1981 (ERTA), and is indexed for inflation as provided for by the Taxpayer Relief Act of 1997 (TRA97). The heir to such property is required to actively manage it, and failure to materially participate in its operations or disposal of the property within 10 years (15 years prior to ERTA 81) of its inheritance will subject the heirs to recapture taxes.
Family-Owned Business
The Taxpayer Relief Act of 1997 (TRA97), as amended in the Internal Revenue Service Restructuring and Reform Act of 1998, introduced a new provision benefitting family-owned businesses. Beginning in 1998, estates may deduct up to $675,000 of the interest in a family business in computing the taxable estate. 4 For those who claim the maximum deduction, however, the maximum exemption available by virtue of the unified credit is limited to $625,000, for a combined value of $1.3 million. To qualify for this treatment, the value of the business must exceed 50 percent of the adjusted gross estate. Furthermore, the heirs are required to materially participate in running the business.
Pension Assets
Beginning with the Deficit Reduction Act of 1984 (DRA 84), assets held in qualified pension plans, individual retirement accounts (IRAs), and similar plans are fully included in the gross estate.
5 To avoid double taxation, however, an income tax deduction for estate tax paid on such assets is provided for distributions from qualified plans to the heirs. These assets were generally excluded from the gross estate prior to 1982, with the exclusion limited to $100,000 by the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA).
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Conservation Easements
The value of conservation easements that preserve land for recreation, protect natural resources, or open space, are deductible as charitable contributions. Official statutory authority for the deduction was granted under TRA76 and liberalized over the years. 7 In addition, and beginning in 1998, permanent conservation easements may benefit from a deduction 3 Section 2032A. 4 Section 2057. 5 Section 2039. 6 The income tax treatment of pensions and retirement savings was liberalized while these estate tax changes were taking place, particularly by ERTA in 1981. 7 See Office of Tax Analysis (1987). equal to 40 percent of the value of land, for a maximum of $100,000, depending on the location of the property (TRA97). 8 The exclusion rises to $200,000 in 1999, $300,000 in 2000, $400,000 in 2001, and $500,000 in 2002 and thereafter.
Exemptions and Exclusions
When first enacted, the estate tax provided for an exemption of $50,000. Over the years, the exemption fluctuated within a narrow band through 1976 when it was $60,000. TRA76 repealed this exemption and replaced it with a Unified Credit of $47,000 ($30,000 in 1977) , which is equivalent to an exemption of $175,625. As discussed below, this credit increased over the years to an equivalent exemption of one million (Table 1) .
The gift tax provides for an annual exclusion of $10,000, or $20,000 in split gifts by husband and wife, per donee.
9 In addition, gifts for tuition and medical expenses are exempt as well (ERTA).
10 Prior to ERTA in 1981, the annual exclusion was limited to $3,000. When first enacted, the gift tax provided a specific, or lifetime, exemption of $40,000, above and beyond the annual exclusion. The exemption fluctuated very little over the years and it was equal to $30,000 in 1976 (Table 1) . TRA76 repealed this exemption and replaced it with the Unified Credit as it integrated estate and gift taxes. Gifts made to political organizations after May 7, 1974 , are also exempt from the tax.
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The GSTT allows an exemption of $1,000,000 for cumulative generation skipping transfers per donor, as provided for by TRA86. 12 The exemption was $250,000
when the GSTT was first enacted in 1976 (TRA76). TRA86, which expanded the reach of the GSTT, also provided for a temporary $2 million exemption per grandchild for the period October 23, 1986 October 23, , through 1989 . The GSTT exemption, as provided for in TRA97, is indexed for inflation (Table 1) .
Deductions
A number of transfers and expenses are deductible in computing the taxable estate. These include spousal bequests (marital deduction), bequests to charity, debts of the decedent, funeral expenses, executor commissions, and expenses incurred in administering the estate.
Marital Deduction
All transfers of property to a U.S. citizen spouse are deductible in computing the taxable estate and gifts. 13 Prior to ERTA in 1981, the deduction for spousal bequests was limited to the greater of $250,000 or one-half the Adjusted Gross Estate. The latter is defined as the gross estate less funeral expenses, estate administrative expenses, and debts. Prior to the TRA76, estates could deduct only 50 percent of the estate (see Table 1 ). The motivation for the unlimited marital deduction in the 1981 act was that husband and wife ought to be treated as one unit, and that estate taxes would be paid eventually on unspent wealth at the death of the surviving spouse. The act, however, continued to provide the step up in basis on assets transferred to the spouse at death and treat the two as distinct economic units. 14 8 Section 2031(c). 9 Section 2503(b). 10 Section 2503(e). 11 Section 2501(a)(5). 12 Section 2631(a). 13 Section 2056. 14 In the case of community property states, the surviving spouse also gets an immediate step-up in her share of the assets as well-section 1014(b)(6). As under the estate tax, all transfers of property to a U.S. citizen spouse are also deductible under the gift tax. Prior to 1982, the deduction for spousal gifts was limited to 50 percent of the lifetime gifts in excess of $200,000. However, the first $100,000 of spousal gifts was fully deductible and the next $100,000 was fully taxable. The deduction was limited to only 50 percent of the gift prior to 1977.
Other Deductions
Prior to 1982, bequests to orphan children could also be deducted. This deduction was limited to $5,000 for each year the orphan child was under age 21. Another deduction, introduced by TRA86, was for the sale of employer securities to employee stock ownership plans (ESOPs). This deduction was repealed for decedents dying after July 12, 1989 (Omnibus Budget Reconciliation Act of 1989).
Rate Structure
The estate tax, and as shown in Table 2 , employs a progressive rate schedule. This rate schedule applies to the gross estate less allowable deductions plus lifetime taxable gifts. The maximum tax rate was 77 percent in 1976. This was reduced to 70 percent by TRA76, and phased-down to 50 percent by ERTA; 65 percent in 1982, 60 percent in 1983, 55 percent in 1984, and 50 percent in 1985. DRA84 and OBRA87 postponed the reduction of rates from 55 percent to 50 percent, and OBRA93 permanently froze the rate at 55 percent. Beginning in 1988 (OBRA87), the benefit of the graduated tax rate schedule, along with the unified credit described below, was phased out for taxable estates between $10,000,000 and $21,040,000, thereby creating a marginal tax rate of 60 percent. Beginning in 1998, as provided for in TRA97, the graduated rates are phased out completely at taxable estates of $17,184,000.
Prior to 1977, the gift tax rates were set at 75 percent of the estate tax rates (Table  3) . At the time of its enactment in 1932, gift tax rates were deliberately set below estate tax rates to encourage gifts and accelerate tax revenues to the fisc in the aftermath of the Great Depression. Given the integration of the two taxes by TRA76, the gift tax shares a common rate schedule with the estate tax, but continues to apply on a tax exclusive basis. The GSTT rate is equal to the maximum statutory estate and gift tax rate, currently 55 percent; the estate tax rate schedule applied prior to TRA86.
Tax Credits
The tentative tax is reduced by a number of tax credits that are available under the estate and gift tax. These credits include the unified credit, the state death tax credit, the estate tax credit for gift taxes paid, and the credit for previously paid death taxes.
The Unified Credit
The largest of the available credits is the unified credit. 15 As it repealed the estate tax exemption and the gift tax specific exemption, TRA76 provided for a tax credit of $47,000 ($30,000 in 1977) , which is equivalent to an exemption of $175,625. As Table 1 illustrates, the value of this credit increased over time, especially with the enactment of ERTA in 1981. From 1987 through 1997, the value of the unified credit was fixed at $192,800, equivalent to an exemption of $600,000, for combined estate and gift taxes. Thus, the first $600,000 of a taxable estate was taxed at a zero rate. Consequently, the marginal tax rate for estates in excess of $600,000 be- National [343] [344] [345] [346] [347] [348] [349] [350] [351] [352] [353] [354] [355] [356] [357] [358] [359] [360] gan at 37 percent. The unified credit, along with the progressive rate structure, was phased out between $10,000,000 and $21,040,000, which created an effective marginal tax rate of 60 percent; taxable estates over $21,040,000 faced a flat tax rate of 55 percent (OBRA87). The unified credit is set at $202,050 in 1998, and increases in steps to $345,800 in 2006, as provided for in TRA97 (see Tables 4 and 5 ). These credit levels are equivalent to exemptions of $625,000 and $1,000,000, respectively. Due to a technical error in drafting TRA97, the unified credit is no longer phased out.
The State Death Tax Credit
The second largest credit is for state death taxes. Currently, and as provided for in the 1954 Act, the maximum credit is set by a rate schedule for a given "adjusted taxable estate," defined as the Federal taxable estate less $60,000. The credit rate schedule ranges from zero to a maximum of 16 percent. 16 For the wealthiest estates, the credit has the effect of reducing the maximum federal statutory tax rate to 39 percent, down from 55 percent.
A similar credit is not allowed for state gift taxes. Because state taxes are not considered as part of the gift tax base, however, they are effectively treated as a deduction or an exclusion in computing federal gift and estate taxes. Under the GSTT, a credit of up to 5 percent of the federal taxable transfers is available to state GST taxes.
Filing Requirements
As the amount of exemptions, or their equivalent value by virtue of the unified credit, increased over the years, so did the filing thresholds. In 1976, for instance, only estates with gross assets in excess of $60,000 were required to file. TRA76, as it effectively increased the exemption to $175,625, also raised the filing threshold. This was increased to $600,000 by ERTA and to $1,000,000 by TRA97. The filing threshold for gift tax returns also increased as the annual exclusion increased from $3,000 to $10,000.
Tax Deferral
Estates with closely held businesses and farms may defer a fraction of the estate tax attributable to the business, and pay the tax under the installment method.
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This provision was first introduced by the Small Business Tax Revision Act of 1958. The tax is deferred for up to 14 years from the otherwise due date (9 months from the date of death), with no principal payable during the first 5 years. The fraction of taxes deferred is equal to the ratio of the value of the qualifying interest in a closely held business to the adjusted gross estate, provided that this ratio is in excess of 35 percent. Qualifying interest includes the value of proprietorships, and corporate stock or partnership interest if at least 20 percent of the voting stock or partnership assets is included in the estate, or if the corporation has no more than 15 shareholders.
Through 1997, and for qualifying estates, the tax was paid in installments at an interest rate equal to the applicable federal short term interest rate (AFR) plus 3 percentage points. The tax on the first $1 million of the taxable estate, however, is deferred at a preferential interest rate of 4 percent. Due to the deductibility of interest expenses, the effective interest rate charged, for those in the 55 percent tax bracket, was 1.8 percent on the tax liability on the first million of taxable estate, 4*(1-0.55), and 4.05 percent for the tax liability on the taxable estate in excess of $1 million, assuming a 9 percent interest rate (or a 6 percent AFR). Calculating these interest payments was a cumbersome task that required the recalculation of the estate tax liability and the filing of tax returns in each year of the deferral period. No similar provision is available for the gift tax. Beginning in 1998, the interest rate charged on the tax on the first $1 million of taxable estate is set at 2 percent (TRA97). The interest rate charged on the tax liability on the taxable estate in excess of $1 million 18 is set at 45 percent of the AFR. Interest charges are no longer deductible, which offsets the benefits of the lower interest rates. These changes significantly improve the administration of the tax because future re-calculation of the tax liability and the filing of tax returns are done away with.
The various tax reform provisions significantly expanded the size of taxable wealth exempted from taxation, lowered tax rates, and, otherwise, reduced the tax base. Some of these changes were phasedin and others were pre-empted by subsequent legislation. Tables 4 through 6 provide features of estate and gift taxes that were (will be) in effect in the years spanning 1976 and 2006.
THE EFFECTS OF TAX REFORMS
The changes brought about by tax reform have the effect of reducing tax burdens and removing individuals from the tax rolls. They may have induced estate planning changes as well, and have implications for compliance.
Estate Tax Returns
The immediate effect of many of the changes, as illustrated in Table 7 , is a reduction in the number of estate tax returns subject to tax. In 1976, for instance, almost 8 percent of the estates of adult decedents left behind taxable estates. With the increase in the unified credit to an exemption equivalent of $600,000, only 1.6 percent of adult decedents left behind taxable estates in 1995.
To examine how these changes affected the estates of decedents, I evaluate how recent taxpayers would have fared under the various tax regimes. More specifically, I employ a large sample of estate tax returns filed during the years 1995 through 1997 weighted to represent decedents in 1995 (Johnson and Mikow, 1999) . For each tax regime, on a fully phased-in basis, I
18 Computed by adding to the taxable estate the exemption available by virtue of the unified credit. calculate the number of taxpayers and the resulting tax liability. Table 8 reports the number of estimated taxable returns and Federal tax liability under six regimes on a fully phased-in basis. The estimates for OBRA93 most closely correspond to the tax code applicable to the sample period under study. These estimates primarily account for changes in the size of exempted estate, marital deduction, special use valuation, and tax rate changes. To make the estimates comparable over time, I make a set of assumptions. I set to zero lifetime gifts and gift taxes, and tax credits for foreign death taxes and for previously paid federal taxes on inherited wealth. I also hold constant spousal bequests reported in 1995, and allow the marital deduction to vary according to statutory provisions. Note that this exercise reveals how taxpayers, and not all decedents in 1995, would have fared under the various tax regimes.
As intended, a reduction in the number of taxpayers subject to tax was the immediate effect of these changes. Using OBRA93, the number of taxable estates for 1995 decedents is estimated to be 35,576 with a Federal tax liability of $13.4 billion (net of credits for state taxes).
19
Compared to this base case, the number of taxable estates under pre-TRA76 law is more than twice as large, estimated at *Terminal wealth is gross estate less debts and estate expenses. **Does not include estates not required to file in 1995; the gross estate filing threshold was $60,000 in 1976 and $175,625 under TRA76, compared to $600,000 in 1995. Note: Estimates do not reflect lifetime gifts and the corresponding gift tax credit, and tax credits for foreign taxes and estate tax on prior transfers.
77,000 returns with a tax liability of $30 billion.
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The difference in the number of taxable returns can be attributable to the higher exemption in effect in 1995 ($600,000 vs. $60,000). For those with wealth in excess of $600,000, much of the difference can be explained by the unlimited marital deduction (some of which may be recouped in later years if not spent by the surviving spouse). In addition to these two provisions, the reduction in tax rates, from a high of 77 percent down to 55 percent (actually 61 percent vs. 39 percent, given the credit for state taxes), also is a major contributor to the lower tax liability.
The number of taxpayers and ensuing liability under ERTA are similar to those under OBRA93, except for the wealthiest groups. As discussed earlier, ERTA in 1981 reduced the maximum rate in steps to 50 percent effective 1985 (55 percent in 1984) . This reduction was postponed over the years (DRA84 and OBRA87) and the 55 percent rate made permanent by OBRA93. There is very little difference between the estimates under ERTA and OBRA87, as the latter only phased-out the benefit of the unified credit and the graduated rate structure.
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As TRA97 increased the unified credit to $345,800 effective 2006, the number of taxable estates drop by over one-third under this regime, down to 23,300. This should not be surprising as the effective size of the exempted estate is increased from $600,000 to $1,000,000, or $760,000 in 1995 dollars as used in the analysis. The increase in the unified credit also explains the reduction in tax liabilities for the least wealthy. Given that the credit is no longer phased-out, the tax liability for the very rich also declines, albeit very slightly.
Behavioral Response
While tax reform initiatives are enacted with the intent to perhaps improve the efficiency and equity of the tax system, they may induce certain behavioral responses that may delay if not undo the benefits of many of these improvements. For example, the long awaited integration of estate and gift taxes, enacted as part of TRA76, lowered estate tax rates and raised gift tax rates in an attempt to harmonize the two taxes. In response, individuals accelerated gifts into 1976 before gift tax rates increased in 1977. The resulting gift tax paid in fiscal year 1977, and as illustrated in Figure 2 which shows receipts over the fiscal years 1956-99, is about four times the tax revenues collected in the previous years, and over ten folds the receipts in fiscal year 1978.
22 When adjusted for inflation using CPI-U, gift tax receipts reached their peak in fiscal year 1977 and have not been surpassed even in today's booming stock market. (1974, 1979) . Given the growth in population and wealth, as well as the un-indexed exemption of $60,000, the number of taxable estates may have reached well over 250,000 by now. 21 An alternative way of classifying tax regimes is perhaps to combine OBRA87 and OBRA93. 22 See Joulfaian (1998) for trends in gift tax receipts in earlier years. Also see Kopczuk and Slemrod (2000) for overall response to estate taxation. 23 This pattern can be summarized by the following simple regression:
ln (Giftax*(1 + g)/g) = 2.334 + 0.797 ln (Esttax/e) -0.10 g + 0.062 g +1 + 0.205 Dum89 where e and g are the maximum estate and gift tax rates, Giftax and Esttax are real tax collections whereby the latter controls for wealth trends. All coefficients are statistically significant except for the dummy for 1989 (GSTT dummy), estimated over the calendar years 1956 through 1998 (R 2 = 0.73). Gifts decline as the tax rate rises, but increase if future tax rates increase. This, however, is very simplistic, as estate and capital gains taxes may also affect gifts (Joulfaian, 2000) . using the S&P 500 index. Regardless of the deflator measure used (calendar year 1998=100), sizeable gifts seem to have been accelerated to take advantage of the rate differentials.
Another example is the unlimited marital deduction which was ushered in by ERTA with the intent to reduce the tax burden on married couples and their treatment as one unit. As a result, the reported spousal bequests and claimed marital deduction increased so as to absorb much of the taxable estate. Using 1976 law, the size of the reported taxable estates in 1995 would have been well over 50 percent greater in the case of estates with wealth in excess of $2.5 million, as shown in Table  9 . Prior to ERTA, and especially in the case of the wealthy, spousal bequests were roughly equal to one-half the estate, which is the deduction limit (IRS, 1979, p. 36 ). This does not truly suggest that ERTA somehow enticed the wealthy to transfer additional resources to their spouses, but rather in part reflects QTIP spousal trusts created for the benefit of the children (except for realized trust income), used as means of deferring estate and income taxes. 24 The importance of QTIPs, particularly in the case of the wealthy, is documented in Table 9 . On average, QTIPs constitute about 40 percent of the marital deduction, and peak at over 85 percent for those with terminal wealth in excess of $50 million.
Even in the absence of QTIPs, and in conjunction with the step-up in basis, the marital deduction may alter the timing of intergenerational transfers in a tax minimization strategy. The surviving spouse, having avoided estate and capital gains taxes, becomes the parent of choice to make lifetime transfers (Joulfaian, 2000, p. 11) . In effect, an individual may leave his estate to his surviving spouse free of estate taxes, who shortly afterwards gifts the assets to her children. Given that the assets are stepped up and that the gift tax applies on a tax exclusive basis, taxes are minimized. In the absence of the unlimited marital deduction, individuals may bequeath more of their wealth directly to the children.
Complexity
While the changes were intended to reduce the cost of compliance, they also had the effect of intensifying the need for tax planning and added to the complexity of the tax code. The gift tax annual exclusion, for instance, was intended to reduce the need for record keeping. As most of the population make gifts on various occasions (birthdays, weddings, holidays, ...), a large volume of paperwork can be generated to overwhelm the taxpayer and the tax collector. In this spirit, increasing the gift tax annual exclusion from $3,000 to $10,000 was intended to reduce record keeping and was viewed as a means to simplifying the administration of the gift tax. While simplifying the tax code for some by eliminating them from the tax rolls, many claim this exclusion above and beyond ordinary gifts, which has become the cornerstone of estate tax planning for the less wealthy. Creative and highly complicated instruments have been developed to take advantage of this exclusion (e.g., Crummey trusts).
The expansion of the unified credit and the marital deduction have also had similar effects. The increase in the exemption, by virtue of the unified credit, designed to reduce the number of estates exposed to the estate tax, may have led to an increase in the frequency of lifetime gifts in an attempt to shield (freeze) these assets and their future growth from estate taxa- tion. In the case of the marital deduction, taxpayers have engaged in the formation of spousal trust (QTIP) and altering the timing of their inter vivos gifts as discussed earlier.
The frequent changes in the unified credit, as brought about by TRA76, ERTA, and TRA97, while designed to limit the reach of the tax to the less wealthy, complicate the measurement of estate and gift taxes. This gradualism is conceptually incompatible with the underpinnings of a tax based on cumulative transfers, and certainly adds an element of complexity. The computed tax liability in a given year, for instance, not only depends on the size of transfers and the unified credit in that year, but also depends on previous transfers and unified credit levels as well.
Compliance
Noncompliance plagues all taxes, and estate and gift taxes are no exception. 25 Tax reforms may have affected the understatement of estate and gift taxes. Administrative records, however, are not available to gauge the effects of the many changes on tax evasion. One might be tempted to employ survey data and establish trends in wealth holdings and transfers. One exercise may involve using reported gifts in survey data or applying mortality rates to such data to project a snapshot of wealthholders likely to be subject to the estate tax. Unfortunately, survey data are unlikely to accurately capture the attributes of the wealthy and may not provide useful measures of compliance. Surveys, of course, are very useful in informing us about wealth profiles and the potential effects of taxation, as in Poterba and Weisbenner (forthcoming), using the Survey of Consumer Finances (SCF).
CONCLUDING COMMENT
The various tax reforms over the past quarter of a century have reduced rates, increased the size of estates exempted from taxation, and eliminated the tax on spousal transfers. They also raised the filing threshold as estate and gift tax exemptions were increased. These changes have reduced estate and gift tax revenues and eliminated many from the tax rolls. On one hand, they have led to improvements in compliance and administrating the tax as the bulk of taxpayers are no longer required to file tax returns. On the other hand, many of the changes have also contributed to the complexity of the code as individuals have re-arranged their estates to take advantage of the new provisions; the annual gift exemption, the unified credit, and the marital deduction figure prominently in estate planning.
Two topics have not been adequately addressed in past reforms. The first relates to valuation of assets in general, and that of businesses in particular. The second relates to the coordination between transfer and income taxes. To the extent that the two taxes have similar implications for economic activities, 26 a closer harmonization of the various taxes merits further study.
